HERE is ample evidence that the rate of inflation is directly related to the long-tenn growth of the money supply. indeed, this relationship has been demonstrated for various countnes.
m The implication of this finding is that the control of money growth over the long term is vita) to the control of inflation, a realization that undoubtedly helps to explain the fairly recent announceniermts of mnonetary growth targets in most of the major industrial countries 2
Although the money growth/inflation connection is fairly well-documented, the relationship between short-nm movements in money growth and econom ic activity is less well-known. Even though this connection has been demonstrated for the United States, its general applicability has not beems tested.T he purpose of this article, therefore, is to investigate the relation ship between short-run movements in the growth of the mnoney stock and Belgimiom and Swc'clems, cm ncmt fcmrnsallv aisisonmscc' inonc-tan gmocv tis targets cmf some kim mcI. S c-c Om'gamsi zatiomi fcmr FcomicsnsIc C cs-i pe rsstics miami ci Developmssemit, lions' to cit 1cm i'gc'I.s-onc/li f/a Si ciii Con fcc,! (Paris: OECD, 1979 There is little disagreemnent that s ignificamst clsanges us the growth of the nsomsev suppl~'inflmmetsc-e economic activity. Chamsges in the long-/cnn grcswth of money, measured by soisse moving average csf momsev growth over a nunsber of years, affect the rate of inflatiots. lmscleed, several empirical studies of tlse timsited States indicate tlsat it mmsav take as loisg as five years for the rate csf imsflatioms to reflect completely the imsspact of a chamsge its msscsnev growth.~More recent iis c' cmvi cic'isc'c' isresc-isteci silscm sued s I iglit omi the dci mate-schom it tis e imm ipact cml NI I grcswtls cicm rim g ise nod s of Iii Isinc' i aI simm i csvatiom m sims c imsstitnticmmsal chamtgc. By c'mcammiiisiisg the ccmnnec'tioms hc'tweemi us ort-rmin fin ctm intio mis in NIl grcmwtl snsci restl ccc) m lom "ic' ac'ti viIv sic m'cms s cci nms tries sv i tim cliff crc' mst Ii mis,, ic istI i mis titcmti om is am, dl nego-I ati(miss, 5cmmmsc' cm IscI crstssms cl ims 5) csI the mc' laticmmsship~5 rcsi scm stm Ic-ss iml 51 chamigimmg fimisomc'isd c-msvircsmmmne-mit slav fir' gslimccl. For a good e mcaisspi e of the once mIss intv tls at m"rvacl c's cii rrc'ms t th (skims5) on tlsc' 1 n tore Ificssc' y of targc'ti is g csss NI 1, scm e ,'\ms thesisv NI. Solon lcsms.
Fmis an ci smi 1mm ml cmvati omis am 'ci N hisms c'tarv Po lie~,''Fc'clc-ral Resem've Bammk of New York. Animal /lc'jiom't, 19'S) (1982) For short-run changes in money growth to affect economic activity, they must initially influence the real economy more significantly than they influence prices. 7 Indeed, studies have shown that, at least for the United States, sizable reductions in money growth below its establishedtrend rate for only a few quarters have preceded declines in real economic activity.
The economic theory that "predicts" the results just described is as intuitively appealing as it is empirically verifiable. A marked and sustained decline in the growth of the money supply creates a "monetary disequilibrium": the quantity of money that individuals desire to hold exceeds the quantity that they are actually holding. By reducing theft spending, they can increase their money holdings to a desired level. Eventually, this reduced spending will cause the rate of inflation to fall.
In the short run, however, producers who cannot tell immediately whether this decline in aggregate demand (spending) is pennanent orjust a temporary aberration initially react to the reduction in money growth (and spending) by reducing output. Therefore, the decline in money growth results in a slowdown in economic activity; if it is pronounced enough and sustained long enough, it can produce a recession. Only when the decline in spending (motivated by the monetary disequilibrium associatedwith the reduction in money growth) has been identified as permanent will producers reduce their -prices and increase production back to "normal" levels. Thus, the impact ofthe monetary contraction on output eventually vanishes, and, in the long run, only the rate of inflation is affected by a sustained reduction in money growth.'
The potential usefulness ofmonetary targeting for economic policy purposes is evident from this dis-'Batten, "Money Growth Stability and Inflation;" and also Selden, "Inflation and Monetary Growth." fl'his article discusses emi/y the impact of changes in money growth on the real output ofthe economy. The individual charts reveal that there isacomwon relationship between sharp reductions in the short-run growth of money (the two-quarter moving average) relative to its trend (the 20-quarter moving average) amid real economnic activity.
13 Despite the wide differences among these countries in terms of their financial structures, regulations-and monetary policy objectives, the relationship between shortrun deviations in their money growth from trend and declines in their real economic activity is quite simnilar, To see this more clearly, we briefly examnine the historical record of each country in our sample.
Itit I den States
The chart for the United States reveals three recessions since 1973. As predicted b\-the theoretical discussion, each recession was preceded by-a sharp slowing in short-run mnoney growth. Prior to the 1974 recession, for example, short-run money growth fell fromn slightly over 2 percentage points above trend to about 2 percentage points below trend, a change that is mirrored in the reduction in real GNP growth in 1973. While one may argue that the recession of 1974 was supply-oriented -a reaction to the unexpected OPEC oil shock-the ehamt indicates that the depth and breadth of the downturn was exacerbated by short-run money growth well below trend in late l974.m4
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The most recent downturns in economic activity also are associated with declimies in short-run money growth. For example. prior t the onset of the II! 1980-111/1980 recession, nioney growth fell from about 3 percentage points above trend to over 4 percentage points below trend. Although money growth's sharp rebound during late 1980 helped proclimee the turnaround in real GNP growth in early-1981, the equally dramnatic downturn in money growth relative to trend during 1981 has precipitated vet another reduction in real economic activity. Indeed, since 1/1980, short-run money growth has [itlIen short of trend almost 90 percent of the time, and real GNP growth has been negative almost 40 percent of the timne, Clearly, the dramatic slowing in short-run money growth relative to its long-run trend andl the imicrease im) its volatility during the past two years has-c been associated with substantial reductions in real economnic activity over this period.
The United. Kingdom
The accompanying chart indicates that the United Kingdom has experienced a number of'recessiomis'' during the brief period studied. Of the six recessions shown, all but one were preceded by sharp reductions in short-rnm money growth. For instamice, prior to the 1V/1973-I/1974 downturn, mnoney growth fell from about 5 percentage points above trend to more than 10 percentage points below trend, a r s-ersal of about 15 percentage points in less than one year. Likewise, the 1/1977-11/1977 recession eamne on the heels of a drop in money growth to more than 5 percentage points below its tremwl.
The period since late 1978 is interesting because it reveals the eflimet on the economy 0 f a sustained redmmction in short-rmmn money growth helow its trendl. Although money growth did not dlii) far belowtrend prior to the IV/1978-I/1979 recession, shortrmmn money growth fell fromn over 15 percentage points u/wee tremd in IV/1977 to its trend level in only three quarters, a change that is associated with the dlrOp im real GNP growth from IV/1 977 to 1/1979. Also, the impact of the nature of the money growth decline dluring the period from JV/1977 to 1/1981 is reflected b relatively stagnant outptmt growth during this period.
Finally, the 1\71974-TI1/1975 recession represents an anomaly to the theory. The recession was not preceded hy a downturn in short-run mnoney growth relative to its trend; instead, money groveth increased faster than its trend rate prior to this reces-
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CONCLUSION S
The evidence presented here suggests thatsizable and sustained reductions in short-mn money growth below its trend rate portend declines in the growth of real GNP. Ofthe 14 recessions in the four countries examined, only one -the IV/1974-III/1975 recession in the United Kingdom -was not precededby a substantial decline in short-run money growth. Moreover, in only one instance -the III/1975-IV/ 1976 period for West Germany -did short-run money growth fall substantiallybelow trend without a recession following. In that instance, however, West German real GNP growth fell from about 10 percent to zero, a result consistent with the theoretical discussion.
Thus, the evidence indicates that policymakers should be concerned with short-run fluctuations in the growth of the money supply relative to its trend. 1 ' If this evidence is at all useful, it demonstrates how robust the relationship between money growth and real economic activity is over the short run. Coupled with previously reported research indicating a direct, positive link between longerterm money growth and inflation, the empirical evidence favors a steady growth of the money stock in both the short and long run as the most effective means of achieving economic stability. 
